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A MEDICARE PRESCRIPTION DRUG SAFETY
NET: CREATING A TARGETED BENEFIT FOR
LOW-INCOME SENIORS

WEDNESDAY, SEPTEMBER 24, 2003

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON HUMAN RIGHTS AND WELLNESS,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 12:05 p.m., in room
2154, Rayburn House Office Building, Hon. Dan Burton (chairman
of the subcommittee) presiding.

Present: Representatives Burton, Watson and Cummings.

Staff present: Mark Walker, chief of staff; Brian Fauls, profes-
sional staff member; Mindi Walker, professional staff member and
clerk; Nick Mutton, press secretary; Danielle Perraut, intern; Tony
I—}aylzvood, minority counsel; and Teresa Coufal, minority assistant
clerk.

Mr. BURTON. Good afternoon. A quorum being present, the Sub-
committee on Human Rights and Wellness will come to order.

I ask unanimous consent that all Members’ and witnesses’ writ-
ten and opening statements be included in the record. And without
objection, so ordered.

I ask unanimous consent that all articles, exhibits, and extra-
neous or tabular material referred to be included in the record.
Without objection, so ordered.

I ask unanimous consent that the following Members of Congress
be permitted to serve as members of the subcommittee for today’s
hearing, Representative Calvin Dooley, Delegate Donna
Christensen. Without objection, so ordered.

Today’s hearing is a continuation of the subcommittee’s inves-
tigation into the high cost of prescription drugs in this country. As
we have heard at previous hearings on this subject, American con-
sumers pay a higher price on average for prescription drugs than
citizens of any other country in the whole world. And the prices
continue to go up and up. I have been told that over the last couple
3 years the price of prescription drugs has been increasing some-
where between 15 and 17 percent a year, and that is way, way,
way above the growth of the economy and everything else in the
area of medicine.

Thanks to the astronomical growth in prices, we now have a situ-
ation in this country where more than one out of five American
adults are unable to take their drugs as prescribed because they
simply cannot afford to buy them. That is terrible; one out of five.
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So we are acutely aware that something needs to be done to pro-
vide seniors with some relief from the high cost of prescription
drugs.

On June 27, 2003, in an extremely close vote, in fact, it was a
one vote margin and they had to keep the machine open for about
an hour to get that extra vote, the Medicare Prescription Drug
Modernization Act passed, H.R. 1.

At first glance, H.R. 1 might appear to be the answer to the
prayers of every Medicare beneficiary who has been faced with pay-
ing outrageous prices for prescription drugs. However, when you
start to examine the details of the legislation, it becomes very clear
that the bill creates an ill-conceived and incredibly expensive new
open-end entitlement that places a tremendous financial yoke
around the neck of American taxpayers for decades and decades to
come. There is no provision for negotiation between the Govern-
ment and the pharmaceutical companies on the price of pharma-
ceuticals and so they can charge whatever the market will bear,
and they have been doing that in the United States already. So the
taxpayers will be bearing that burden that is already being borne
by the consumers themselves.

As reported in the Wall Street Journal, researchers with Texas
A&M University have estimated that the Government’s unfunded
obligation for a new Medicare prescription drug benefit could be
anywhere from $6 trillion to a high of approximately $12 trillion
over the life of the program. And that is on top of Medicare’s exist-
ing unfunded liability already estimated to be $30 trillion.

At the same time, H.R. 1 potentially threatens the prescription
drug coverage of millions of American seniors who already have
comprehensive coverage through an employer-sponsored retirement
plan. I have been told, and we are checking this right now, that
as much as 70 percent of the seniors in this country already have
prescription drug coverage of one form or another. And I can tell
you, almost without doubt, that the minute we pass a Medicare
prescription drug benefit, many of those companies, in fact, prob-
ably most of them, are going to dump their employees into the
Medicare prescription drug program, and that is going to add an
unusually large burden on the taxpayer and is going to cost billions
and trillions of dollars. Right now, they already have that coverage,
and it seems to me rather than give coverage to people who are al-
ready covered, we ought to take care of those who are indigent,
cannot afford it and do not have it, or those who cannot get it be-
cause of health reasons, and that is about 30 percent of the senior
population.

It is my sincere hope that the joint House-Senate conference cur-
rently working to resolve the differences between H.R. 1 and the
Senate’s Medicare prescription drug bill, S. 1, will be able to
produce a far better bill than the one that passed the House of
Representatives back in June. I firmly believe the consequences of
passing a bad bill will seriously outweigh the consequences of pass-
ing no bill at all. It is better to not pass anything than to pass one
that is really going to be a pain for the American people.

A perfect example of what can happen when Congress passes a
bad bill is the catastrophic health care legislation that was passed
in 1988. The vote, I remember the vote being only 11 votes against
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it, but according to the record that we have, maybe this was a sep-
arate vote, the vote was 328 to 72, and I was one of the people that
opposed it. We were vilified by the seniors across the this country
because they said we did not care about them and we should have
voted for that catastrophic health care bill. And I remember telling
a lot of the seniors that wrote to me and talked to me, I said wait
until you find out what is in that turkey and you are going to wish
you had not passed it.

And so what happened, less than a year later when they found
out about it, they were chasing Dan Rostenkowsi, the chairman of
the House Ways and Means Committee, and beating on his car be-
cause it was such a rotten bill. And yet a year earlier those of us
who had voted against it were a bunch of bad guys and we were
vilified. And poor Dan had his car damaged because they found out
it was such a bad bill. In an unusually speedy turnaround, as I
said, we repealed it by a vote of 360 to 66.

Now we owe it to American seniors as well as our children and
grandchildren to move cautiously on creating a Medicare prescrip-
tion drug benefit. It needs to be both responsive to the needs of
seniors as well as fiscally responsible. To settle for anything less
is to invite disaster and the wrath of the American taxpayer and
consumer.

Someone argued that not passing a conference report would be
political suicide. And I would agree with that if the only alternative
were to simply do nothing to help Medicare beneficiaries without
prescription drug coverage. However, that is not the only alter-
native.

This afternoon we are going to hear from several witnesses re-
garding the viability of enacting a Medicare prescription drug safe-
ty net focused exclusively on meeting the prescription drug needs
of the most vulnerable Medicare beneficiaries, the approximately,
I do not know how many Medicare eligible Americans who have no
drug coverage at all, the approximately 10 million Medicare eligible
Americans who have no drug coverage at all.

I have asked all of our witnesses to comment on a proposal that
I asked the subcommittee staff to draft during the August work pe-
riod. I will not go into too much detail here, as members of the sub-
committee have already seen the proposal. I presume you have, Ms.
Watson.

Ms. WATSON. Yes.

Mr. BURTON. I will say that what we have put together is an idea
for a program that we believe is fiscally responsible as well as re-
sponsive to the needs of low-income Medicare beneficiaries who are
unable to obtain other forms of prescription drug coverage. Each
recipient in the program would receive a Federal contribution into
a MSA, medical savings account, with the Federal payment scaled
from $2,500 to $600 depending on the recipient’s most current in-
come level, with the Federal Government providing 100 percent
coverage for prescription drug costs beyond a catastrophic thresh-
old of $3,000. Which means, if they have the ability and have an
income that would demand we put $2,500 into an MSA account,
that would cover them for the first $2,500, then the next $500 they
have would to pay out of their own pocket, and then above that
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$3,000 limit the Government would pay for all the costs for pre-
scription drugs.

In order to contain the cost of the program and prevent it from
becoming a runaway entitlement, which is something that we can-
not afford according to the studies that I have seen, I mean, $7,
$8, $10 trillion over the next 10-15 years is something that we just
do not have, in order to contain the cost of the program and pre-
vent it from becoming a runaway entitlement, we provide a hard
dollar cap on the program expenses over a 10 year period of $200
billion.

In addition, we also give the Secretary of HHS the power to ne-
gotiate discount drug prices on behalf of beneficiaries. One of the
things I cannot understand, and I wish everybody in America could
hear this, is why in the world, if the Federal Government is going
to be buying prescription drugs by the millions and millions and
millions of dollars in pills, why can we not negotiate with the phar-
maceutical companies on the cost of the prescription drugs that we
are buying. But there is a prohibition against that.

There is nothing in the legislation that allows our Government
to negotiate the prices that the American people are going to pay
through Medicare for these prescription drugs. It makes no sense.
And we are not talking about cost controls. We are talking about
negotiations that would provide a profit for the pharmaceutical
companies and the best price for the American taxpayer as well as
the recipients.

Right now Tomoxifin, and I have used this example many, many
times, if you do not have coverage of any kind, it can cost up to
$360 for a 30-day supply in the United States. If a woman has
breast cancer and she does not have any coverage, that is a lot of
money, $360 for 30 days. In Canada it costs $50. In Germany it
costs $60 for the very same thing. Now why in the world we cannot
negotiate prices when we are talking about a Medicare prescription
drug benefit is beyond me.

The power to negotiate is perhaps the most crucial component of
my proposal. Without this leverage, the Government would not be
able to obtain the best price possible from the drug companies. We
have seen how positively negotiated pricing works in the Depart-
ment of Veterans Affairs. They negotiate prices over at the Depart-
ment of Veterans Affairs, and we cannot get that information. I am
going to write a letter to VA to find out what they are paying and
how they negotiate those prices. But it is not in the public domain
and we cannot get it. I guess we will have to break some heads to
get it. We need to find out how they are negotiating over there with
the pharmaceutical companies and what they are paying and how
it works. It makes sense to carry that successful experiment over
to Medicare prescription drug programs.

Have we put together a perfect proposal? No, I am sure we have
not. But the proposal on the table is, in my opinion, a good starting
point for the discussion about a targeted and cost-effective prescrip-
tion drug benefit. I expect to hear some constructive suggestions
from our witnesses regarding improvements to the proposal, and I
look forward to listening to their expert suggestions and discussing
their ideas. I want to thank you very much for coming here today.
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I appreciate your coming today, especially since we had to postpone
the hearing from last week.

With that, I will now recognize the ranking member of the sub-
committee, Representative Watson.

Ms. WATSON. Thank you so much, Mr. Chairman. Medicare bene-
ficiaries have waited a long time for help. But, unfortunately, the
House legislation falls short of what seniors and disabled Ameri-
cans have been waiting for. Mr. Chairman, I want to especially
commend you for your leadership and your strong resolve on this
issue. I am pleased to see members from both sides of the aisle
working to provide a prescription drug benefit that targets our sen-
iors in order to help them in a practical manner.

Price discrimination in the U.S. market is particularly harmful
to the elderly who may rely on multiple medications to manage or
treat one or more chronic conditions or illnesses. The lack of a pre-
scription drug benefit under the Medicare program has meant that
most seniors must pay most of the cost of prescription drugs out
of their own pockets. A Medicare prescription drug benefit should
be, first, affordable, reducing the exorbitant prices of drugs; and
meaningful, with guaranteed benefits; within Medicare; and avail-
able to all regardless of where they might live.

So it is with great disappointment that I look at the proposals
that came to the House for Medicare reform. The House bill fails
to meet each one of the basic standards.

The House bill does nothing to reduce the cost of prescription
drugs. It creates a coverage gap so wide that almost 50 percent of
seniors will fall into it. Under the bill, seniors pay the first $250
of their drug costs, then 20 percent of the drug costs up to $2,000.
They will receive no assistance at all between $2,000 and $4,900.
That is what we call the “donut hole.” They will fall into that hole
and have to make the decisions, that too many of them have to
make, whether to buy food or to buy drugs, or to buy half the pre-
scription in order to pay between $2,000 and $4,900.

The bill also allows insurers to vary their benefit levels and
prices around the country. Insurers will be able to limit access to
specific drugs and to pharmacies in particular places in this coun-
try. The bill even prohibits the Secretary of Health and Human
Services, as the chairman has alluded to, from negotiating a better
price for seniors. I do not understand that. And particularly in a
State like mine, California, we have been able to negotiate better
prices when we volume buy, because we have, Mr. Chairman, what
we call the “graying” of California and our senior voters demand
that we respond in Medicare to their needs.

The bill passed by the House is designed to privatize Medicare,
leaving seniors at the mercy of the HMOs, someone on the other
end of that phone who does not have a clue making a decision. You
know when the doctor prescribes and they have to call to get clear-
ance to go forward, they get a secretary type who makes a decision,
or they get a busy signal, or they have to wait in line for the call
to be picked up. That is not the way we want to treat our seniors.
This bill uses private drug-only plans to administer the prescrip-
tion drug program. These are plans that do not exist anywhere
today.
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So, Mr. Chairman, I would like to say that we have now testify-
ing our most esteemed colleagues, Representative Cal Dooley from
my own home State, and then we will have Representative Donna
Christian-Christensen, who is the one who heads up our Congres-
sional Black Caucus Brain Trust. I just left her at one of our meet-
ings at the Convention Center. But she has had periodic meetings
where people come to Washington, DC, and they tell us how we are
to make policy. Their guidance is very important. So she will come
and talk about that experience and share her insights on health
care in the United States, and particularly as an advocate of afford-
able prescription drugs. So I look forward to your testimony, Mr.
Dooley, and to her testimony as well.

I want to apologize for having to go back and be on duty with
our Brain Trust that is over at the Convention Center. Thank you
so much for this opportunity. I yield back.

N MI‘; BurTON. Thank you, Ms. Watson. Is Delegate Christensen
ere?

Ms. WATSON. She is on her way.

Mr. BUrTON. OK. We will go ahead and start with Congressman
Dooley. We appreciate very much our esteemed colleague being
here. You are recognized for your statement.

STATEMENT OF HON. CALVIN DOOLEY, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF CALIFORNIA

Mr. DooLEY. Thank you, Mr. Chairman, and thank you, Con-
gresswoman Watson, too, for the opportunity to testify on the im-
portant issue of Medicare prescription drug coverage. As the con-
ference committee continues to struggle with a reconciliation of the
House and Senate-passed bills, many seniors, advocacy groups, and
Members of Congress have recognized, as have both of you, that
there is a better way to provide universal, affordable Medicare drug
benefit to our Nation’s seniors.

I would like to also spend a little bit of time talking about a bill
that I introduced that we had over 45 Democrats co-sponsor as well
as a Republican co-sponsor. This legislation was H.R. 1568, the
Medicare RX Now Act. It provided a universal zero premium Medi-
care drug benefit that would target assistance to seniors who need
the most help—the Nation’s sickest and the lowest-income sen-
iors—and provide market-based discounts for all Medicare bene-
ficiaries. As you recognize, the majority of seniors already have
some form of prescription drug coverage, and our benefit was de-
signed to maintain existing coverage provided by employers, by the
States, and by private insurance options. In addition, we designed
our benefit with the goal of spending no more than the $400 billion
provided in the Republican budget.

We need I think to also provide for an element of universal cov-
erage for this prescription drug benefit. And we have tried to ob-
tain that with universal coverage for high drug costs. Under H.R.
1568 all seniors would be entitled to a new Medicare Part B drug
benefit at no additional premium. Each senior would select a Medi-
care approved drug card that would provide him or her with imme-
diate access to negotiated prices, projected to save that senior any-
where between 10 and 20 percent off the prices they currently pay.
This card would also act as an accounting mechanism to track all
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drug spending. Seniors with very high drug costs—in excess of
$4,000 a year—would trigger the catastrophic benefit, and then the
Government would pay roughly 80 percent of the drug costs after
that $4,000 has been triggered and the individual would pay a flat
co-pay.

Because the coverage would be automatic and provided at no ad-
ditional premium, it would avoid the adverse selection problems
that plague many other proposals and provide seniors with a new
benefit for no additional out-of-pocket cost to seniors.

And I would also like to reference the importance of integrating
this drug benefit into Medicare Part B, because if we do not do
that, we can set up a serious problem of adverse selection. And as
a policy, we should be indifferent to whether the health care that
is providing the benefit to a senior is pharmaceutical-based care,
doctor-based care, or hospital-based care. We do not want to do
what the House bill has done where you create a Part D stand
alone prescription drug benefit. That could, in fact, create a situa-
tion where you will have rising premiums on that drug benefit but
in many instances we might have the development of a drug that
could be cost-effective. We might see the development of a drug
that is effective at limiting the amount of dialysis treatment, that
drug could be expensive, that premium would go up, but we would
have no recognition of the savings that could potentially accrue to
the Part A and the Part B. So that is one of the reasons why we
have integrated our plan into Medicare Part B.

We also acknowledge, as you do, we do not have enough money
to provide a universal benefit that provides first dollar coverage to
every senior on Medicare today. So we agree with you that we
ought to target that assistance to those most in need. Considering
the current budget shortfalls and the projected deficits for years to
come, we must target our resources to seniors with the greatest
need. In addition to the universal benefit for all seniors who incur
very high drug costs, our legislation recognizes that some low-in-
come seniors do not have the ability to pay large deductibles and
need immediate assistance.

Under H.R. 1658, seniors up to 200 percent of poverty would be
eligible for first dollar coverage with a three-tiered individual co-
payments; giving a lower co-payment for a generic, a little bit high-
er co-payment for a preferred drug, and a very high co-payment for
a non-preferred. Seniors above the full Medicaid eligibility but
below 135 percent of poverty would pay flat co-payments equivalent
to about an 80—-20 cost share. Those seniors with incomes between
135 and 150 percent of poverty would receive a subsidy equivalent
to about a 70-30 co-pay. And States would have the option of cov-
ering seniors between 150 percent and 200 percent of the Federal
poverty level where the Federal Government would match the
State payments at the existing SCHIP rate.

The most important thing, which you recognize, our plan, as
yours, would not disrupt current coverage. H.R. 1568 recognizes
the first principle of medicine—to do no harm. We cannot afford to
enact a Medicare prescription drug benefit that would leave the
majority of seniors who already have some form of prescription
drug coverage worse off than they are today. According to CBO,
under the proposals being considered by the conference committee,
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between 37 and 32 percent of employers who provide retiree drug
coverage today would drop their existing coverage. That translates
into almost 4 million beneficiaries losing their existing employer-
sponsored prescription drug coverage. It is unconscionable to think
that we would enact a drug benefit that would spend hundreds of
billions of dollars to make seniors worse off than they are today.

My legislation would not require seniors to switch out of their
current coverage to get the new drug benefit. Instead, it would re-
inforce all current forms of drug coverage, including employer-
based retiree coverage and State-based pharmaceutical assistance
programs. Because its benefits are based on all drug spending, in-
cluding drugs purchased under insurance plans seniors already
have, not just out-of-pocket, the proposal is fair to seniors who have
existing coverage and to the employers who provide it. This will
provide an incentive for employers to maintain their coverage, un-
like the House plan or the Senate plan that has passed that gives
a tremendous incentive for employers to reduce or eliminate their
prescription drug coverage. With the deficit for fiscal year 2004 ap-
proaching $500 billion, it is fiscally irresponsible to replace pre-
scription drug coverage financed by private sectors dollars with
Federal dollars.

Thank you, Mr. Chairman, for the opportunity to testify today.
In summary, we need to enact a Medicare prescription drug bill
that provides a benefit that seniors can understand, that targets
the most assistance to seniors with high drug costs and with low
incomes, and keeps employers and States in the system. The Medi-
care RX Now Act is easy to understand and within the Medicare
Part B system that seniors trust.

I look forward to working with you and members of your commit-
tee and the rest of our colleagues toward enacting a Medicare pre-
scription drug benefit that our Nation’s seniors deserve.

[The prepared statement of Mr. Dooley follows:]
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Testimony by Rep. Cal Dooley
House Committee on Government Reform
Subcommittee on Human Rights and Wellness
September 24, 2003

Thank you, Mr. Chairman, for the opportunity to testify today on the important
issue of Medicare Prescription Drug Coverage. As the Conference Committee continues
to struggle with a reconciliation of the House and Senate-passed bills, many seniors,
advocacy groups, and Members of Congress have recognized there is a better way to
provide a universal, affordable Medicare drug benefit to our nation’s seniors.

Earlier this year I introduced H.R. 1568, the Medicare RX Now Act, a universal
zero-premium Medicare drug benefit that would target assistance to seniors who need the
most help — the nation’s sickest and lowest-income seniors — and provide market-based
discounts for all Medicare beneficiaries. Recognizing that a majority of seniors already
have some form of prescription drug coverage, our benefit was designed to maintain
existing coverage provided by employers, states and private insurance options. In
addition, we designed our benefit with the goal of spending no more than the $400 billion
provided in the Republican budget.

Universal Coverage for High Drug Costs

Under H.R. 1568 all seniors would be entitled to a new Medicare Part B drug
benefit at no additional premium. Each senior would select a Medicare Approved Drug
Card Plan that would provide him or her with immediate access to negotiated prices,
projected to save that senior anywhere between 10 and 20 percent off the price they
currently pay. The card would also act as an accounting mechanism to track all drug

spending. Seniors with very high drug costs — in excess of $4,000 a year — would trigger
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a catastrophic benefit. The government would pay roughly 80 percent of drug costs after
$4,000 and the individual would pay a flat co-payment.

Because the coverage would be automatic and provided at no additional premium
it would avoid the adverse selection problems that plague many other proposals and
provide seniors with a new benefit for no additional out of pocket cost to the senior.

Targeted Assistance to Those Most In Need

Considering current budget shortfalls and projected deficits for years to come, we
must target our resources to seniors with the greatest need. In addition to the universal
benefit for all seniors who incur very high drug costs, our legislation recognizes that
some low-income seniors do not have the ability to pay large deductibles and need
immediate assistance. Under H.R. 1568 seniors up to 200 percent of poverty would be
eligible for first dollar drug coverage with low three-tiered individual co-payments.

Seniors above full Medicaid eligibility but below 135 percent of poverty would
pay flat co-payments equivalent to an 80/20 cost share. Seniors with incomes between
135 percent and 150 percent of poverty would receive a subsidy equivalent to a 70/30
cost share. And states would have the option of covering seniors between 150 percent
and 200 percent of the federal poverty level. The federal government would match state
payments at the SCHIP level.

Won’t Disrupt Current Coverage

H.R. 1568 recognizes the first principle of medicine — to do no harm. We cannot
afford to enact a Medicare prescription drug benefit that would leave the majority of
seniors who already have some form or prescription drug coverage worse off than they

are today. According to CBO, under the proposals being considered by the Conference
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Commiittee, between 37 and 32 percent of employers who provide retiree drug coverage
would drop their existing coverage. That translates into almost 4 million beneficiaries
losing their existing employer-sponsored prescription drug coverage. It’s unconscionable
to think that we’d enact a drug benefit that would spend hundreds of billions of dollars to
make seniors worse off than they are today.

My legislation would not require seniors to switch out of their current coverage to
get the new drug benefit — instead it would reinforce all current forms of drug coverage,
including employer-based retiree coverage and state-based pharmaceutical assistance
programs. Because its benefits are based on all drug spending — including drugs
purchased under insurance plans seniors already have, not just out-of-pocket spending —
the proposal is fair to seniors who have existing coverage and to the employers who
provide it. With a deficit for FY 2004 approaching $500 billion, it is fiscally
irresponsible to replace prescription drug coverage financed by private sector dollars with
federal dollars.

Conclusion

Thank you, Mr. Chairman, for the opportunity to testify today. In summary, we
need to enact a Medicare prescription drug bill that provides a benefit that seniors can
understand, targets the most assistance to seniors with high drug costs and with low-
incomes, and keeps employers and states in the system. The Medicare RX Now Act is
easy to understand and within the Medicare Part B system that seniors trust.

1 look forward to working with you, members of the committee and the rest of our
colleagues toward the enactment of the Medicare Prescription Drug benefit that our

nation’s seniors deserve.
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Mr. BURTON. It sounds like you have given this an awful lot of
thought, like we have. I would like to take a close look at your
plan. I have a couple of questions about it. You said it would be
within the constraints that were set in the House bill of about $400
billion over a 10 year period. How do those constraints work? I
mean, you are putting a cap on it, but is that a workable cap or
is that just a hopeful cap?

Mr. DOOLEY. It is a projected expenditure.

Mr. BURTON. But there is no hard cap on it?

Mr. DOOLEY. There is no hard cap. But I am one who believes
very strongly that any benefit that we provide has to be realistic
in terms of being affordable and being able to fit within the budget.
The model that we have developed is one which allows you to eas-
ily adjust in order to obtain the savings that you might need in
order to fit within the budget cap. We think, again, that we ought
to maintain our priorities, which is to help those seniors in greatest
need. Those are the low-income seniors that are struggling today
and most likely do not have coverage. So that is where we have a
gairly generous benefit at the low income, similar to what you have

one.

But on the high cost, the most expensive component of any pre-
scription drug plan is the catastrophic plan and where you kick it
in. The majority of the co-sponsors of this legislation recognize that
if we have to adjust in order to get savings, we might have to ad-
just that catastrophic up in order to fit within that %400 billion pa-
rameter, if that is still the will of Congress.

Mr. BURTON. That is where we might have a little difference of
opinion. But I would like to work with you on that, because if
somebody goes above whether it is the medical savings account ap-
proach that we have or the approach that you have, they may not
be able to afford that 20 percent match, the 80-20 on the cata-
strophic, above whatever the top is in yours.

Mr. DoOLEY. That is a problem that we recognize. What our re-
sponse to that would be is that this is a zero-premium benefit be-
cause we are rolling this into Medicare Part B. What we think also
will happen in the private sector as a result of this is that you will
have plans that will be developed that will have more affordable
premiums than there are today because we will limit the exposure
by the private sector plans to some extent and even employer-based
plans because they will then know that once their person that they
are covering triggers this cap then they have some limits in terms
of what their financial obligations will be. So we think that the
marketplace will respond to help provide some insurance products
that can help seniors manage that gap.

And the other thing to keep in mind is that those seniors that
have incomes less than the 200 percent or 150 percent of poverty
will have first dollar coverage indefinitely.

Mr. BURTON. I just have a couple more questions. If I understand
you correctly, let us say a person works for General Motors right
now and they have a plan that is a good plan, you are saying that
there would be a point at which General Motors coverage would
stop and they would go into the plan that you have suggested.
Right now they would not because they already have that coverage.
So it would be a cost savings long-term to General Motors.
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Mr. DOOLEY. For a private sector plan that does not have a
capped benefit, this could provide some element of savings to them.
But what we see happening in the marketplace today in the private
sector is that the majority of prescription plans that are being of-
fered are now capping their benefit. Even under a lot of the man-
aged care plans you are seeing the benefits being capped. And so
what our plan does recognize is that, yes, we will be assuming
some of the financial responsibilities after the private sector plan
provided up to that $4,000 in coverage, and from that point on we
would have it be a Medicare responsibility.

Mr. BURTON. Well, a lot of the seniors who see a limit to their
catastrophic coverage have been able to buy supplemental policies
that take them above that. And I am not necessarily for means
testing, but in effect that is probably what you are looking at. For
those who can afford to buy an excess policy above the catastrophic
policy that they have with their company, I do not see why they
should not do that. Because if you load that on the back of the
American taxpayer and put everybody under the plan, I still think
you have a problem with that cap down the road. It could go way,
way above the $400 million. That is my major concern. But I would
like to work with you on that.

I had one more thing I would like to say. I think whoever made
the projection that under the plans that have been discussed so far
in the conference only 37 or 32 percent of the companies will drop
their plan and put them on the back of the Government, I think
that is very, very low. I think that once they see there is a Govern-
ment plan that is almost all inclusive, I think they are going to
drop those things like hot cakes, because they are all looking at the
bottom line. So I think that figure is low and that is why I think
we need to come up with a more realistic approach.

But I would like very much to work with you on this. Maybe we
could take a look at your plan and ours and see where they dove-
tail and see if we can work something out.

Mr. DooOLEY. I look forward to that, Mr. Chairman.

Mr. BURTON. I appreciate very much you, individually, working
so hard on this. So many of us sit around and just wait until a
committee does something and then we end up with a real turkey,
like we did with that bill back in 1988. So, thank you very much.

Mr. DoOLEY. Thank you.

Mr. BURTON. Is Delegate Christensen here? I guess she has not
yet arrived.

Let us go on with our panel of experts that we have here. Our
next panel is Joseph Antos of the American Enterprise Institute,
Thomas Miller of CATO, Jeff Lemeiux of Progressive Policy Insti-
tute, and Ed Haislmaier of the Heritage Foundation. Since we are
just discussing these things today, I am not going to swear you fel-
lows in because I do not think you are going to mislead us, and if
you do, we will be after you. But I would like to hear what your
views are on the plan that we have sent to you. I presume all of
you have had a chance to review it; is that correct? And I appre-
ciate very much your institutions taking a hard look at that and
looking at alternatives to what has been presented. This is a major,
major issue, as you know, and what might end up being one of the
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biggest programs we have ever passed in the Federal Government.
Mr. Haislmaier, you are recognized.

STATEMENTS OF ED HAISLMAIER, HERITAGE FOUNDATION;
JEFF LEMEIUX, PROGRESSIVE POLICY INSTITUTE; THOMAS
MILLER, CATO INSTITUTE; AND JOSEPH ANTOS, AMERICAN
ENTERPRISE INSTITUTE

Mr. HAISLMAIER. Thank you, Mr. Chairman. I have submitted
testimony for the record. I will just take a few minutes to make a
few brief points and then we can go on. I am very encouraged that
you are looking at an alternative to the legislation that passed the
House and Senate this summer. I think there are substantial prob-
lems, as you do, with that legislation.

The two biggest problems that I see are, as you have pointed out,
the inducement to employers who provide retirees with coverage to
drop that coverage or, actually, I would say to scale that coverage
back. I think those employers that can drop it will drop it. I am
not sure anybody has a good handle on what that number is. I
think it is much more certain that the employers who do not drop
it will scale it back and they will either conform to the new benefit
design or they will provide front-end wrap around coverage and
then leave the retiree exposed to the rest of it.

The other problem is, as your colleague pointed out, the donut
hole or the strange coverage design. That is simply a function of
trying to provide something to everybody but then also squaring it
with the principles of insurance, which are that a few people get
a lot of the benefit because they are the neediest. So I am encour-
aged to see that you are pursuing a different path.

Conceptually, there are some similarities to what I would rec-
ommend and have recommended in my testimony and what you are
pursuing. Essentially, I think that we can all do ourselves a favor
by recognizing that a lot of prescription drug expenses are predict-
able for this population and that the best way to handle it is with
some sort of cash equivalent, and that is the approach that you and
others have taken in your legislation.

I think where the differences come down on Mr. Dooley’s ap-
proach, your approach, what I would recommend and what others
have is how do you handle the portion that is an insurable benefit
or is close to an insurable benefit; meaning some sort of cata-
strophic coverage. I would simply favor a system in which you had
as many options as possible for retirees to obtain catastrophic cov-
erage. You simply say that any employer has to have coverage
above X, whatever X is, it could be 510,000, $6,000, whatever, if
they are going to offer a plan. We do not care what you do below
that, but above that you have to have coverage. You could allow
Medi-gap plans to provide the same coverage. You could allow peo-
ple to offer stand alone plans if they wanted to, certainly the Medi-
care Plus Choice plans or Medicare Advantage plans, to offer that.
And then tell the enrollees here is the cash, and that will vary
based on your income, as you do in your proposal, and to get the
cash you have to sign up with a plan that provides catastrophic
coverage, so we do not wind up coming back and having to deal
with that problem, whether you have catastrophic expenses or not.
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So it would be voluntary but they would be leaving money on the
table if they did not take you up on the offer.

I think it is virtually impossible to spend more money—well, it
is not impossible—but it is virtually impossible to spend more
money than is already being spent in H.R. 1 and S. 1 on taking
that kind of an approach. Essentially, I think you are on the right
track here. I think there are some differences in the details.

Finally, I just wanted to address one point that you made in your
opening statement, because you asked the question why cannot the
Federal Government negotiate prices, could somebody please ex-
plain. So let me take a stab at doing that, if you do not mind.
Somebody said in a debate I was recently in, I favor the Govern-
ment using its negotiating power to drive down drug prices, and I
flippantly responded that I favored the Government using its nego-
tiating power to drive up your tax payments. My point in that is
that Government does not really negotiate. Government ultimately
has the power to force you to take their terms. That is why nego-
tiating with the Government is always, whether it is negotiating
with the IRS over how much you really owe or negotiating drug
prices, is always an uneven playing field and different from private
sector entities negotiating.

And finally I would say that, paradoxically, I think the complex-
ity of the whole issue of medical care and prescription drugs is a
subset—what is the right price, what is the right treatment, what
is the benefit of drug A versus drug B if they are similar. Because
of the complexity of that, it argues for, in my view, more market
solutions because the market has the flexibility to adapt and adjust
quickly as opposed to Government solutions where you have to fol-
low rules and procedures and if they do not exist somebody has to
come up with one of them whenever a new case comes along.

So with that, I will conclude. I would be happy to take any ques-
tions you have.

[The prepared statement of Mr. Haislmaier follows:]
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Testimony of
Edmund F. Haislmaier

Visiting Research Fellow
Center for Health Policy Studies
The Heritage Foundation

Before the Subcommittee on Human Rights & Weliness of the Committee on
Government Reform of the U. S. House of Representatives

September 24, 2003

Mr. Chairman and Members of the Committee:

My name is Edmund F. Haislmaier. I am a Visiting Research Fellow in the Center for
Health Policy Studies at The Heritage Foundation. The views expressed in this testimony
are my own, and should not be construed as representing any official position of The
Heritage Foundation.

Mr. Chairman, thank you for the opportunity to testify today. As today’s hearing
illustrates, even after passing H.R. 1 and S. 1 this summer, Congress is still wrestling
with the challenge of constructing a Medicare drug benefit that helps those beneficiaries
currently without coverage, while not unduly displacing the existing coverage that
millions of other seniors currently receive.

It is becoming increasingly clear that a significant number of Medicare beneficiaries are
unhappy with Congress’s first draft of a drug benefit design, as embodied in H.R. 1 and
S. 1.

The two major objections voiced by seniors are the odd benefit design that includes a
“coverage gap” or “doughnut hole,” and the concern that beneficiaries with employer-
provided retiree drug coverage will see that coverage diminished or even eliminated as a
result of the legislation.

Adverse Impact on Existing Retiree Coverage.
Let me address the second objection first, since it is a matter of some dispute.

About 30 percent of Medicare beneficiaries, or about 12 million individuals, currently
receive prescription drug coverage through employer-provided retiree health benefits
plans. The Congressional Budget Office (CBO) estimates, “that 32 percent of the
Medicare beneficiaries who would have employer drug coverage under current law
would not have their employer provide coverage to supplement the Part D benefit under
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H.R. I; under S. 1, that share is estimated to be 37 percem,"l Thus, CBO estimates that
between 3.8 and 4.4 million Medicare beneficiaries would lose employer-provided
prescription drug coverage under the pending legislation.

In contrast, the Employee Benefit Research Institute (EBRI) estimates a much lower
likely coverage loss among this group; in the range of 2 percent to 9 percent, or between
240,000 and 1 million.? However, the EBRI study also notes that, “We believe most
employers will choose to *wrap-around’ Medicare for current retirees, as they generally
do today.™

These substantial differences in estimates of coverage loss are attributable to different
interpretations of the rather limited and imprecise existing survey data on employer-
provided retiree benefits.

However, my analysis of the pending legislation leads me to agree with EBRI that the
principle effect will be that those employers that don’t drop retiree drug coverage will
scale-back the coverage they offer to the level of front-end, wrap around coverage for the
new Part D benefit.

While I can’t offer the Committee a better estimate of how many beneficiaries will lose
coverage completely, I am fairly confident that the vast majority of beneficiaries with
current employer-provided drug coverage will see the scope of their drug coverage at
least diminished as a result of employer responses to this legislation.

Under HR. 1 and S. 1, an employer that currently offers retiree coverage would be faced
with four options:

1) Drop coverage entirely and have its retirees enroll in the new Part D benefit.

2) Keep its existing retiree drug coverage plan as is, and ignore the new Medicare
drug benefit.

3) Conform its existing plan to the new law by modifying the plan to make ita
“Qualified Retiree Prescription Drug Plan.”

4) Scale-back its existing plan to provide retirees with front-end “wrap-around”
coverage to supplement the new Part D benefit. The employer might also pay its
retirees’ share of the premium for the new Part D benefit.

! Congressional Budget Office, ** Cost Estimate: H.R. 1, Medicare Prescription Drug and Modernization
Act of 2003 and S. 1, Prescription Drug and Medicare Improvement Act of 2003,” July 22, 2003.

Dallas L. Salisbury and Paul Fronstin, “How Many Medicare Beneficiaries Will Lose Employment-Based
Retiree Health Benefits if Medicare Covers Outpatient Prescription Drugs?” Employee Benefit Research
Institute, EBRI Special Analysis, July 18, 2003.

“ 1bid., footnote 5.
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Options two and three are not particularly attractive to employers. Ignoring the
legislation and maintaining the status quo does nothing for an employer seeking to lower
its unfunded retiree health care liabilities. While an employer who pursued option three
and conformed its existing plan to the new law would receive new subsidies from
Medicare, the employer would still be at risk for much of the costs of the benefit and
would still need to administer the benefit. In addition, because the legislation rigidly
defines actuarial equivalence, the newly conformed plan would need to look much like
the benefit structure of the new Part D benefit. Thus, even if the employer did conform its
plan, the retirees would likely see some diminution of coverage relative to what they
currently enjoy.

For employers, options one and four are by far the most attractive. Thus it is reasonable
to assume that those employers willing and able to discontinue coverage altogether will
do so. For the remainder, enrolling their retirees in the new Part D benefit and then
providing front-end, wrap-around coverage is both the simplest and cheapest choice.

Unfortunately for retirees, the effect of their employers choosing option four will be to
aggregate together all of the cost sharing into a bigger “doughnut hole.” This is because
under both bills employer insurance payments for cost sharing do not count in calculating
the retiree’s cost sharing requirements. Thus, under H.R.1 a beneficiary with employer
wrap-around coverage that paid the deductible and initial cost sharing would spend
nothing out-of-pocket on the first $2,000 of drugs, but would then have to spend the next
$3,500 out-of-pocket before the Part D catastrophic benefit kicks in. The employer,
however, under this arrangement would be able to cap its retiree drug spending at a
maximum of $600 per retiree, or at $1,020 per retiree if the employer also elected to
reimbux;se its retirees for the cost of the Part D premium. The effects under S.1 would be
similar.

Coverage Gap.

The second major objection to the pending legislation is the substantial coverage gap or
“doughnut hole” in the Part D benefit design.

A basic problem that Congress faces in designing any Medicare drug benefit is that the
principles of good insurance collide head on with the principles of good politics.
Essentially, any real insurance program collects a little in premium from everybody and
pays out a lot in benefits to those few with the greatest need. In contrast, to be popular a
government program needs to meet the political demands of giving something to
everybody. So Congress has to figure out how to help those with the greatest needs while
still giving something to everybody -- or more accurately, giving everybody at least as
much -- and preferably more -- than they have now.

* For a more detailed discussion, see Edmund F. Haislmaier, “How Congress’s Medicare Drug Provision
Would Reduce Seniors’ Existing Private Coverage,” Heritage Foundation Backgrounder No. 1668, July 17,
2003.
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It was the attempt to square this circle, while still staying even within the generous
budget parameter of $400 billion dollars, which produced the coverage gap design of the
Part D benefitin HR. 1 and S. 1.

An Alternative Approach.

Can Congress still come up with a better drug plan? Yes, I think so, and I am glad, Mr.
Chairman, that you are pursuing that option by holding this hearing.

The first step in designing a better plan is to start by admitting to ourselves the basic
reality that when it comes to the first thousand dollars or so of a retiree’s drug spending
we need to think of any subsidies as basically a cash-equivalent. We can all do ourselves
a big favor and greatly simplify things if we start by admitting that anyone taking a daily
dose of one or more medications for one or more chronic conditions (i.e., many of the
elderly), has ongoing drug expenses that in no proper sense of the word can be considered
“insurable.” Indeed, for many retirees their monthly prescription drug expenses are
probably more predictable than their monthly electric bills.

Thus, I believe we should start by figuring out how much cash we want fo give each
retiree. Next, let’s make sure some of that cash is used to buy them insurance coverage
for the share of their future drug spending that is less predictable and thus somewhat
more insurable. That would be insurance against catastrophic drug expenses. A relatively
small number of beneficiaries have very high drug expenses that are unaffordable to the
individual, but constitute only a portion of the total program cost. Finally, let’s give the
beneficiaries the rest of the money in a form that is administratively simple, can only be
used on drugs and encourages the appropriate use of generics and the seeking of
discounts.

My recommendation is to give Medicare beneficiaries the option of a getting a subsidy
for their prescription drugs through a combined debit card and discount card. To get the
subsidy they would have to enroll in a private plan that provided catastrophic drug
expense insurance. It could be any kind of plan -- existing employer-sponsored plans,
Medigap, the new comprehensive Medicare Advantage plans or stand-alone drug plans.
Every plan would have a natural incentive to hire a Pharmacy Benefit Manager (PBM) to
manage the drug benefit and get discounts. Each plan would give its enrollees a PBM
discount card with the debit card feature added on. The first thing deducted from the
debit card would be the premium for the catastrophic insurance. The beneficiary could
then apply the remaining funds toward the deductibles and copays.

The per-beneficiary subsidy amount could be varied based on income and indexed for
inflation. The benefit structure would be a high deductible with a catastrophic stop loss
and cost sharing in between ~ i.e., real insurance. For example, a $1,000 deductible with
a $6,000 stop-loss and 50/50 cost sharing in between, would ensure that the beneficiary
paid no more than $3,500 out-of-pocket — the same as the House bill, which has a lower
total out-of-pocket cost than the Senate bill,
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All of the plans providing the coverage would also participate in a national reinsurance
pool. The pool would pay any claims above the per-beneficiary stop loss level. Those
costs of the pool would then be passed back to all plans as a fixed amount per-enrollee,
which in turn would be added on to the premiums. Thus, the selection effects that the
plans fear would be adjusted for and everyone would pay an even share of the extra cost
of the small minority with high drug spending.

The result would be that Congress could give all seniors essentially low cost, subsidized
catastrophic drug insurance, access to discounts on all of their drug purchases (including
the share paid for out-of-pocket) and some money left over toward out-of-packet costs
(with more for the low-income).

One advantage of this approach is that more assistance could be targeted to low-income
beneficiaries by simply increasing the contribution to their debit cards. Another
advantage is that there would be minimal disruption of employer-provided drug coverage
for those retirees with such coverage, as those plans would easily qualify to participate
and enrollees could spend their subsidy on payments to maintain their existing coverage.

Mr. Chairman, this concludes my prepared testimony. 1 will be glad to try to answer any
questions you or the other members of the Committee may have. Thank you.

The Heritage Foundation is a public policy, research, and educational organization
operating under Section 501(C)(3). It is privately supported, and receives no funds from
any government at any level, nor does it perform any government or other contract work.

The Heritage Foundation is the most broadly supported think tank in the United States.
During 2002, it had more than 200,000 individual, foundation, and corporate supporters
representing every state in the U.S. Its 2002 contributions came from the following
sources:

Individuals 61.21%
Foundations 27.49%
Corporations 6.76%
Investment Income 1.08%
Publication Sales and Other 3.47%

The top five corporate givers provided The Heritage Foundation with less than 3.5% of
its 2002 income. The Heritage Foundation’s books are audited annually by the national
accounting firm of Deloitte & Touche. A list of major donors is available from The
Heritage Foundation upon request.

Members of The Heritage Foundation staff testify as individuals discussing their own
independent research. The views expressed are their own, and do not reflect an
institutional position for The Heritage Foundation or its board of trustees.
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Mr. BURTON. You will have some.

Mr. Lemeiux.

Mr. LEMEIUX. Thank you, Mr. Chairman. I really appreciate the
invitation to come talk to you today. And I congratulate you on
your effort to try and create a Medicare drug benefit that would
work and that could pass possibly even with some bipartisan sup-
port. I have four specific suggestions. I will just mention them
quickly and if you would like I can answer questions with more ex-
planation or respond to questions in writing from your staff later.

My first point is when you are targeting a benefit to low-income
people, if you just limit it to low-income people who do not already
have coverage, you can create some bad incentives. If someone, for
example, is just as poor as the next person but they have worked
all their life to get that retiree drug benefit or they have saved
money so that they can afford some sort of Medi-gap coverage, you
do not want to create a plan that the irresponsible person over here
with the same low-income gets but the person who took responsibil-
ity to take care of themselves either through an employer or pur-
chasing something cannot get. So I encourage you to make your
low-income benefit available to anybody with low-income, not just
people who do not already have coverage. That way people who
have already been responsible would not have an incentive to drop
the coverage they already have in order to pick up the Government
benefit that they need. So that was point No. 1.

Point No. 2 echoes a point that Mr. Dooley made, which is that
there is really a right and a wrong way to do catastrophic coverage.
I think that the right way is to do catastrophic coverage that is
based on total drug spending. So that if people wish, they can get
extra insurance below the catastrophic cap and still not disqualify
themselves from the catastrophic benefit that is being provided
through the Medicare program. Again, this is the sort of benefit
that would allow employer coverage to still operate, but then once
you hit the cap you are still eligible for the Government cata-
strophic, for the Medicare catastrophic. That way you do not create
an incentive for employers to drop their coverage and, again, for
people not to go out and try and take care of themselves.

Both of these two suggestions will raise the cost of your bill. To
compensate, you would have to scale back the benefits some for
low-income or maybe increase the catastrophic cap some. But both
of them are probably the right thing to do to keep incentives for
people to be responsible and to keep as much of that private cov-
erage out there still in place.

The third suggestion I would make, and again it echoes Mr.
Dooley’s plan, is that it is probably appropriate from a social insur-
ance point of view, I believe, and appropriate for trying to attract
bipartisan support to try and get the catastrophic coverage of at
least some level, even if it is a very high level, to everybody in
Medicare, all seniors. It seems like it is appropriate for social in-
surance, we like to have people get things that are pretty similar
regardless of how their circumstances ended up in life, and it just
seems appropriate that everyone could be faced with catastrophic
drug costs and this social insurance/Medicare should cover that.
And then offering extra benefits to seniors with low-incomes seems
appropriate and fine.
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And then my fourth suggestion echoes something that Ed
Haislmaier said, which is, I think it is appropriate to allow all sorts
of companies to offer the discount cards that you have put in your
bill and that would also have this debit cash and it would also pos-
sibly have a catastrophic benefit, whether that is employers offer-
ing it, HMOs and PPOs that some people have in some areas, phar-
macies, drug companies or coalitions of drug companies, Medi-gap
plans, just as pluralistic as possible. I think that would create a
healthy market.

My final three points are that, I think when you look at Mr.
Dooley’s bill, he had a standard sort of insurance for low-income
people that has benefits and co-payments, and what you have sug-
gested is a debit card approach where you get cash on your dis-
count card and you could use that to some extent, and I think there
are a lot of health analysts, Democrats, Republicans who are very
interested in your approach as an alternative and think that might
be something they could work with.

The capped entitlement idea that you have put forward I think
is also probably something that people on both sides of the aisle
that I talk to can work with. I know there was a version of Mr.
Dooley’s bill that was floating around in the Senate earlier this
year as an amendment and it had a capped entitlement approach
where we would specify the amount of money and then the Sec-
retary of Health and Human Services would decide, based on that
capped amount, what the catastrophic level would be for the up-
coming year.

And finally, I helped originate some of the ideas of Medicare re-
form that came out of the Breaux-Thomas Medicare Reform Com-
mission, I was a staffer for that commission. So I have been a sup-
porter of the premium support idea for some time, but only as it
relates to comprehensive health plans where you get all of your
health insurance from a Government run plan, you get all of your
health insurance from a private plan. The idea of trying to transfer
these premium support concepts to a stand alone drug benefit,
which I think is what has caused the House-passed plan and the
Senate-passed plan to be so problematic, I think that we could
make a mistake in developing a more targeted benefit if we tried
to privatize too much, if we did not just say, look, after a certain
point, if the Government is going to provide a catastrophic benefit,
let’s say, the Government should just be on the hook for it and it
can negotiate risk-sharing arrangements with private entities. But
we should not try to place too much of the risk burden off on the
marketplace for such a limited benefit, which, as Representative
Watson mentioned, there is not a very good market for stand alone
drug benefits already. So it is already going to be pretty iffy.

With that, I will be happy to answer any questions you have.

[The prepared statement of Mr. Lemeiux follows:]
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Passing the Feasibility Test: A Low-Income and Catastrophic Medicare Drug
Benefit

Thank you, Mr. Chairman for inviting me. 1 am very grateful for the opportunity to
testify this moming. My name is Jeff Lemieux, and I am the senior economist with the
Progressive Policy Institute (PPI) and the executive director for a small new think tank
called Centrists.Org .

Background. Before I joined PP, I was the staff economist for the Breaux-Thomas
Medicare Commission in 1998 and 1999.

The Medicare Commission made a simple, but profound proposal: Before considering
benefit cuts or tax increases, we should try to slow the growth of Medicare spending
through competition and consumer choice.

The Breaux-Thomas competition proposal used the Federal Employees Health Benefits
(FEHB) system as a model. This plan was also called “premium support.” The Medicare
Commission’s work resulted in the Breaux-Frist Medicare reform bill, which was first
introduced in 1999.

Slouching Toward Reform. Ihave a great deal of respect for the members and staffers
who have worked extremely hard to figure out ways to ease Medicare toward a premium
support system. That is very valuable work that will almost certainly be important in the
near future.

Moreover, PPI still believes that premium support will nltimately be the best way to
reform the Medicare program toward greater competitiveness and cost-savings, benefit
flexibility, and clinical improvements.

However, I now believe this is not the right legislation and now is not the right time to
enact even a slowly phased-in premium support system. (The House-passed Medicare
bill would begin to phase in premium support formulas in 2010.)

Medicare reforms based on competition should be preceded by an extensive national
discussion, with full public debate on the pros and cons. Presidential leadership would be
required to create that discussion.

I am worried that half measures, put together as a compromise in the conference
committee, and not thoroughly considered and evaluated by the public, could actually
discredit the larger reform concept. For example, the public might confuse “Medicare
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reform” with the drug benefit that is included in both the House- and Senate-passed
Medicare bills. The drug benefit is scheduled for implementation in 2006, and it is
unlikely to work satisfactorily. Therefore, people might assume Medicare reform had
failed (when in fact it hadn’t been tried.)

An Unworkable Drug Benefit. The design of the 2006 drug benefit pending in
conference was a rare political compromise. However, the result is a tortured policy,
which would be very hard to implement. This is a recurring problem in health:
reasonable sounding political compromises that may not be good policy.

Problem #1: The Premium. On a political level, it seems perfectly fair to ask seniors to
pay a part of the cost of any large new benefit. But a premium of $35 a month (and rising
over time) forces each senior to make a choice: Is the benefit worth the premium?

Clearly, seniors with high drug expenses will select the new benefit. To them, the
premium would be well worth it. However, seniors with low drug expenses may not see
the need. The problem is, if seniors with high drug expenses enroll, and seniors with low
costs do not, the premium would be forced higher and the whole benefit could unravel.

To compel most seniors to enroll -- not just those with high drug expenses -- Medicare
would impose a penalty: Seniors choosing not to purchase the drug benefit at their first
opportunity would pay a significantly higher premium if they tried to enroll later. But
this penalty will cause both confusion and resentment among seniors with little need for
additional drug benefits.

Problem #2 The Cost. To hold federal outlays to the budgeted $400 billion over 10
years, the benefits are capped: Above the benefit cap, there would be no coverage -- this
is the so-called doughnut hole in the benefit. To ease concerns about the cap, Congress
added “catastrophic” coverage for seniors whose out-of-pocket drug spending exceeded
about $3,500 in a year.

But this particular type of catastrophic coverage would not allow retiree drug benefits
from seniors’ ex-employers to count toward the Medicare benefit. That exclusion, in
turn, gives firms an incentive to drop their retiree drug benefits. Why provide a retiree
benefit that doesn’t count?

The Congressional Budget Office estimates that employers will cease drug coverage for
between 32 percent and 37 percent of their retirees. Other analysts say the number would
be lower, at least at first. On the one hand, Medicare would provide subsidies to firms
that don’t drop retiree coverage. But with the federal budget already in deep deficit,
those subsidies may not last. In any event, many seniors with retiree coverage would risk
seeing that coverage dropped or reduced.

The decisions to raise the premium, carve up the benefit, and disqualify retiree coverage
were made to satisfy a budget constraint. I realize that Congress wanted to preserve the
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appearance of a standard, generous drug program, which seniors have come to expect.
But to keep the federal cost within the budget, they had to nip and tuck.

A Feasible Solution: The Discount Card Approach. Mr. Chairman, I'd like to
congratulate you for working on a zero-premium, low-income, and catastrophic drug
benefit, which could be implemented as an extension of the Medicare-endorsed discount
card approach already agreed to by the Medicare conferees.

The discount card approach would be both politically feasible and workable in practice.
Moreover, it would be compatible with future competitive reforms. Finally, it wouldn’t
promise a more elaborate benefit than the budget can provide.

The discount card program is now scheduled to be implemented in 2004 as an “interim”
measure. The discount cards would be available to all seniors for at most a nominal fee.
They would provide discounts of roughly 10-20 percent off the retail price of many
drugs.

In addition, low-income seniors could apply for extra assistance through the cards. The
cards would provide up to $600 in benefits to seniors with incomes below 135 percent of
poverty. The benefits would have a 5 percent copayment requirement for seniors under
100 percent of poverty (10 percent for seniors between 100 and 135 percent of poverty).

These low-income benefits would be added to seniors’ discount cards in advance, like a
cash card or a Medical Savings Account (MSA).

Instead of switching from the discount cards to a complicated, premium-based drug
benefit in 2006, the cards’ low-income assistance should be improved by increasing the
poverty thresholds and raising the amount of benefits available on the card. Second, a
catastrophic benefit should be added for all seniors through the cards.

Fairness to Seniors Who Do the Right Thing. 1t is wrong to try to target Medicare
benefits to people who don’t already have drug coverage, for several reasons:

1. Seniors could drop their current coverage to qualify for the new government benefits;
2. Seniors’ ex-employers could drop their retiree coverage;

3. It would turn Medicare into a welfare program, not a social insurance program; and
4. It would reward people who never tried to acquire coverage on their own, while
penalizing those who did the right thing and tried to protect themselves.

It is more expensive to allow all seniors with low-incomes to qualify for extra assistance,
not just those who are currently uninsured. To keep the costs down, the poverty levels
may need to be lowered, or the benefit amounts reduced. However, this is worth it, if it
preserves incentives for seniors to take care of themselves, rather than creating a welfare-
like program where seniors are rewarded for behaving less responsibly.
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Catastrophic Coverage for All. 1 believe social insurance programs should have benefits
that are appropriate and fair for all beneficiaries, rich or poor. Certainly catastrophic
coverage for the highest drug costs falls into the category of coverage we want all seniors
to have, regardless of income.

Moreover, catastrophic coverage for all Medicare beneficiaries would help the program
target disease management programs to people with chronic illnesses, and could help
Medicare’s program for private health plan choices -- now called Medicare +Choice --
work better.

The Right Kind of Catastrophic Coverage. There are two kinds of catastrophic drug
benefits: (1) coverage that begins when a senior’s “out-of-pocket” drug spending hits a
certain limit, and (2) coverage that begins when a senior’s “total” drug spending hits a
limit, regardless of whether or not the senior had additional drug coverage (from an ex-
employer or Medigap plan, for example).

The second type of coverage -- based on a senior’s total drug spending -- is preferable,
because it would create the right incentives. It would reward people for working to
obtain retiree coverage, or saving to be able to afford Medigap coverage. Their efforts
would “count” toward the Medicare benefit.

On the other hand, a catastrophic benefit based on out-of-pocket spending would not
maintain incentives for seniors to take care of their own coverage. And in the long run, it
would not be much less expensive. Over time, seniors and employers would adjust to a
catastrophic benefit based on out-of-pocket spending by dropping their outside or retiree
coverage, making that sort of benefit almost as expensive as a benefit based on total
spending.

A Multitude of Discount Card Issuers. The discount cards should be issued by as many
qualified entities as possible: employers with retiree benefits, states, pharmacies, drug
companies, pharmaceutical benefit managers, HMOs, and other health plans. This would
create a healthy competition, in which card issuers competed to get the best discounts and
services for their enrollees.

To reimburse for the low-income and catastrophic benefits, Medicare would pre-arrange
performance incentives and accountability measures with qualified card issuers. These
expenses would be Medicare’s responsibility, and Medicare would audit the card issuers
to ensure they were achieving sufficient discounts for seniors and were administering the
catastrophic or low-income benefits in an efficient manner.

Conclusion. The main problem with the House- and Senate-passed drug benefits is that
they overpromise. It would be better to enact a more modest expansion of the discount
card program, adding benefits for low-income seniors and extending basic catastrophic
coverage to all. The larger, more complicated drug benefit designs in the House and
Senate bills may seem more politically palatable now, but they would likely be very
unpopular or expensive if the government tried to implement them in 2006.
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Likewise, it would be better to resume the larger debate about Medicare reform at a later
date than to allow the reform issue to create an impasse on drug benefits or allow half
measures toward reform -- which the public might not sufficiently understand -- to
discredit reform concepts before they get a proper chance.

Mr. Chairman, I would be happy to try to assist your continuing efforts toward an
alternative Medicare drug proposal, and to answer any questions you may have.
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Mr. BURTON. Thank you, Mr. Lemeiux.

Mr. Miller.

Mr. MIiLLER. Thank you, Mr. Chairman, for inviting me to testify
today as director of health policy studies at the CATO Institute.

Just following up on what Jeff said, I think with Congress in
charge there is no danger of privatizing too much here. Current
proposals to create a Medicare prescription drug benefit do too lit-
tle to reform the overall Medicare program to improve the value of
the services that beneficiaries receive, they also do too little to pro-
tect current and future taxpayers from runaway budget costs, and
too little to target affordable and sustainable benefits to those low-
income seniors most in need.

An MSA-like benefit tied to a catastrophic insurance policy that
was delivered through private sector competition with beneficiary
choice and targeted to seniors with the lowest incomes and the
largest drug expenses could provide a more cost-effective solution.
However, such a benefit must be structured properly, with features
that reduce the inherent dangers of Federal price controls, over
regulation of private plan options, and escalating costs, and also
with features that improve incentives to maximize value by allow-
ing funds and individual accounts to be portable, personally con-
trolled property they can roll over each year without penalties.

In brief, the two bills providing a Medicare prescription drug
benefit that were approved by the House and Senate earlier this
year squandered scarce resources by focusing on subsidizing the
discretionary, early dollar drug expenses of upper- and middle-in-
come seniors.

H.R. 1 and S. 1 also failed to provide a credible and effective
route to comprehensive market-based reform of the overall Medi-
care program. That kind of reform would expand the availability of
a wider range of competitive benefits, affordable choices of drug
benefits within integrated packages of linked benefits that provide
the greatest value by coordinating tradeoffs between various treat-
ment options. Absent sustainable, serious reform provisions within
whatever is likely to emerge, finally, kicking and screaming from
a House and Senate conference committee later this fall, a better
alternative would be to do more by doing less. A far simpler com-
bination of a limited drug discount card, additional financial assist-
ance to low-income seniors, and a very modest catastrophic cov-
erage benefit would solve the key problems of access to necessary
drugs. It also would avoid causing further damage to future Med:i-
care reform efforts, to our overall health care system, and to the
deteriorating balance between our available resources and the in-
creasingly overstretched commitments to capture more of them
within the Federal budget.

In pursuing the alternative of a more narrowly targeted interim
drug benefit with second-best limits and safeguards against the po-
litical dangers even it may pose, we should be careful not to under-
mine market-based incentives to control catastrophic level drug
costs as well. Instead of providing relatively open-ended subsidies
for such protection and delegating key financial and administrative
decisions to Medicare program managers, we should instead place
direct control, direct control of subsidized dollars for limited drug
coverage in the hands of the eligible Medicare beneficiaries and
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then, through open competition, encourage at-risk private insurers
to offer higher value catastrophic protection to them.

An MSA-like account, combined with private catastrophic level
protection against high cost along with the price protection of nego-
tiated rates for expenses below deductible and stop-loss levels,
could provide the vehicle for eligible seniors to receive and accumu-
late funds to afford better both the purchase of catastrophic insur-
ance and essential out-of-pocket spending for prescription drugs.

Now beneficiaries spending more of their own money could also
adjust the initial shell of such coverage to provide more customized
options. Initial deductible limits also could be adjusted to target ad-
ditional layers of subsidized coverage to those seniors facing the
most difficult medical and financial challenges.

But this skewed nature of drug spending among Medicare sen-
iors means that nearly one-third of all out-of-pocket drug spending
will be incurred by the 5 percent of beneficiaries with annual out-
of-pocket expenditures above $4,000. Subsidizing the early dollar
drug purchases of most Medicare beneficiaries instead would leave
fewer funds available to assist other more financially stressed sen-
iors with multiple chronic conditions that require more expensive,
longer term drug therapy. So we need to walk more slowly and
carefully instead of racing ahead blindly.

The fundamental solution, of course, is to reform the overall
Medicare program and allow seniors to determine the best uses of
the taxpayer subsidies dedicated to them. It may well be the best
we can do at the moment is to provide limited assistance to those
seniors with the greatest drug expenses, along with more limited
financial protection for uninsured seniors who otherwise would face
the highest list prices for drugs when they purchase them on an
out-of-pocket basis.

Thank you.

[The prepared statement of Mr. Miller follows:]
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Good morning, Mr. Chairman and Members of the Subcommittee. My
name is Tom Miller. I am director of health policy studies at the Cato
Institute. It is a pleasure to appear before you today to examine whether
current proposals to create a Medicare prescription drug benefit do enough
to address the needs of low-income seniors and whether an MSA-like benefit
tied to a catastrophic insurance policy and targeted to lowincome and
indigent seniors would be a more cost effective ©lution.

In brief, both H.R. 1 and S. 1, the two bills providing a Medicare
prescription drug benefit that were approved by the House and Senate,
respectively, earlier this year failed to target their assistance to those seniors
in greatest need. Both bills squandered scarce resources by focusing on
subsidizing the discretionary, early-dollar drug expenses of upper and
middle-income seniors.

H.R. 1 and S. 1 also failed to provide a credible and effective route to
comprehensive, market-based reform of the overall Medicare program.

Such reform would expand the availability of a wider variety of competitive,
affordable choices of drug benefits within integrated packages of linked
benefits that would provide the greatest value by coordinating tradeoffs

between drugs, surgery, hospitalization, and outpatient care options.
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In the absence of serious, sustainable reform provisions within
whatever is likely to emerge, finally, from the current HouseSenate
conference committee later this fall, a better akernative would be to do more
by doing less. A far simpler combination of a limited drugdiscount card,
additional financial assistance to lowincome seniors, and a very modest
catastrophic-coverage benefit delivered by competing private sector entities
actually would solve the key problems of access to necessary drugs. It also
would avoid causing further damage to future Medicare reform efforts, to
our overall health care system, and to the deteriorating balance between our
available resources and the increasingly overstretched commitments to
capture more of them within the federal budget.

In pursuing the alternative of a more narrowly targeted interim drug
benefit with second-best limits and safeguards against the political dangers
even it may pose, we should be careful not to undermine marketbased
incentives to control catastrophiclevel drug costs. Instead of providing
relatively open-ended subsidies for such protection and delegating key
financial and administrative decisions to Medicare program maragers, we
should instead place direct control of subsidized dollars for limited drug

coverage in the hands of eligible Medicare beneficiaries and then, through
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open competition, encourage atrisk private insurers to offer highervalue
catastrophic protection to them.

An MSA-like account could provide the vehicle for eligible seniors to
receive and accumulate funds to afford both the purchase of catastrophic
insurance and essential outof-pocket spending for prescription drugs.

In most private insurance options, the price protection of negotiated
rates could be passed down to outof-pocket purchases remaining below the
catastrophic stop-loss level. Straightforward high deductibles are
administratively simpler and provide better economizing incentivesthan
multiple tiers of coinsurance rates and copayments. Beneficiaries spending
more of their own money, of course, could adjust the initial shell of such
coverage to provide more customized options. Initial deductible limits also
could be adjusted totarget additional layers of subsidized insurance
coverage to those seniors facing the most difficult medical and financial
challenges.

We should retain a sense of perspective in the midst of a toeoften
overheated Medicare drug-benefit debate, More than two-thirds of all
Medicare seniors currently have some version of prescription drug coverage,
and perhaps as many as three-fourths of them do under the broadest

definitions of “coverage.” Average outof-pocket drug spending costs for all
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Medicare beneficiaries this year is estimated to be about $1000. But the
skewed nature of drug spending among Medicare seniors also means that
nearly one-third of all out-of-pocket drug spending will be incurred by a
much smaller number of beneficiaries— the 5 percent of beneficiaries with
annual out-of-pocket expenditures above $4000. Subsidizing the early
dollar drug purchases of most Medicare beneficiaries would leave fewer
funds available to assist other, more financially stressed seniors with
multiple chronic conditions that require more expensive, longerterm drug
therapy.

The sustainability of the overall Medicare program, as well as the
future quality of life for younger workers and their families, remains at
stake, too. Non-seniors need to finance their own health insurance, educate
their children, and save for retirement. In addition, a generous Medicare
drug benefit that overreaches available financial resources will surely trigger
broader government price controls on drug makers and threaten to choke of
access to the vast sums of capital and skilled manpower needed for the next
round of lifesaving drug research and development.

In short, we need to walk more slowly and carefully instead of racing
ahead blindly. The fundamental solution is to reform he overall Medicare

program and allow seniors to determine the best uses of the taxpayer
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subsidies dedicated to them. Until politicians decide to step up to that task,
it may well be that the best we can do is provide limited assistance to those
seniors with the greatest drug expenses, along with more limited financial
protection for uninsured seniors who otherwise would face the highest list

prices for drugs when they purchase them on an outof-pocket basis.
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Mr. BURTON. Thank you, Mr. Miller.

Mr. Antos.

Mr. ANTOS. Thank you, Mr. Chairman. Being the cleanup hitter,
I probably will repeat some of the things that my colleagues have
already said. But I want to say, Mr. Chairman, that I agree with
you that a carefully designed drug benefit targeted on those most
in need could be a very good investment of taxpayer dollars. But
we have to be very careful about exactly what that design means
and what we are doing with the rest of the program.

I want to emphasize two points. First, full consumer choice and
active and strong competition among health plans are necessary to
assure that beneficiaries receive the best value from a Medicare
prescription drug benefit, or, indeed, the best value from Medicare
as a program on the whole. Second, a targeted drug benefit is like-
ly, no matter what we try to do, to mushroom into an expensive
entitlement within a few years through future legislative expan-
sions. I think it is virtually inevitable. Just look at the history. To
ensure that the Medicare program will be able to accommodate fu-
ture fiscal shocks, including shocks associated with Congress real-
izing they need to cut the budget generally, and cut the Medicare
budget, in particular, any prescription drug proposal should con-
tain at least a few elements that can form the basis for future re-
forms, not be the future reforms but a few elements that could be
the basis.

I am strongly supportive of your general structure, Mr. Chair-
man, and Mr. Dooley’s structure as well. I agree that having a
medical savings account approach puts the incentives where they
belong. Beneficiaries knowing that they have their own money to
spend on drugs would tend to ask that all important question,
should I go with the generic or not? They will ask the question, the
pharmacist will not have to. So I think that is a very important
and good feature.

But as you know, you have struggled with this yourself in your
own bill, setting the levels of subsidy and setting the catastrophic
stop-loss level and so on, these decisions are very, very difficult to
get right, so to speak, especially if we are trying to stay within
budget limits. Your bill takes several additional steps to try to stay
within the limits, including restricting the eligibility to the benefit
to individuals who are both low-income and do not have access to
other kinds of prescription drug coverage, regardless of what that
coverage might be. You also have a budget cap, and you also adopt
a very regulatory approach for managing the benefit.

I am not going to say too much about eligibility. I would be con-
cerned though that being able to actually implement and eligibility
rule that went beyond income I think would be very difficult. The
absence of something typically does not leave a trace, a paper trail.
So I think that is going to be a real difficult problem.

The budget cap. I know you have been worried about the budget
for years. Most of us have been worried about the budget for years.
I think we should admit that budget caps do not work. They have
not worked in the past. It is unlikely that they will work in the
future. The fact is that nothing can stop a future Congress from en-
acting legislation that would blow the cap. It is difficult to impose
a strict cap. What it means in the case of your bill is to reduce the
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value of the benefit to low-income people. That is very difficult po-
litically, and especially if those reductions look like they have to
take place year after year, which I think we would all agree would
likely be the case.

But let me turn to this question of competition and Government
control. I believe that the best solution to the cost problem is to
harness the forces of competition. This strategy has worked well for
at least a decade in private insurance with documented savings of
35 percent or more when pharmacy benefit managers have been
permitted in the private sector to use their cost management tools
aggressively.

Your proposal and other proposals like it take a more regulatory
approach. You would have private entities participate in this but
only in the way that Part B carriers participate in the Medicare
program today. They do not function as independent health plans,
they pay bills, they do not make decisions, or at least some think
they should not make as many decisions as they actually do, and
they have little or no financial interest in keeping costs down. As
Mr. Haislmaier said earlier, negotiations really in this case is going
to be a rate-setting exercise, very much like the physician payment
fee schedule that we have today except expanded by far because we
are talking about thousands of prices. It is a much bigger deal
here. And however the prices are set the first year, after that we
would almost certainly see an inflation factor that would be
ratcheted up. Congress would, of course, go through the usual
budget games of having lower updates like we do with hospital
payment and physician payment as well. Negotiations would occur,
but they would be very limited and they would be necessary pri-
marily when a new drug appeared on the market, or tried to ap-
pear on the market. The Secretary of HHS would be able to with-
hold access to any new pharmaceutical, which is obviously an ex-
tremely powerful threat that could lead to low prices for new drugs
under Medicare, if the new drugs actually emerge.

There are some really bad side effects, however, to this policy.
First of all, if we do have a rigid structure, as under physician pay-
ment, and I know that your bill does not say this but I think it
is virtually inevitable, then one of the bad things is that generics
will no longer be a competitive factor in forcing prices down for
name brand drugs. There is a lot of price competition now in the
market associated with generic drugs and associated with branded
drugs that have similar therapeutic values but different chemicals.
Delaying the entry of a drug to a Federal formulary could harm pa-
tients. And the threat of low launch prices would inevitably deter
research and development for potentially valuable or life-saving
drugs, particularly those that treat illnesses associated with older
age groups.

So you can have some immediate budget savings, and they are
very attractive—I agree with you, they are very attractive—but the
long term consequences are serious, they are virtually permanent,
and we will never really know, again, there is no paper trail if a
drug does not show up, we do not know what could have existed.
But we do know that this would discourage research and develop-
ment that could lead to more effective therapies that could actually
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reduce costs in the rest of Medicare. I think it is a very serious
problem.

I think we need to be very careful about other provisions. The
whole idea of having the Government absorb the full financial risk
of insurance at any level inevitably means, even under the Dooley
bill, that there will be a Federal fee schedule for drugs. How else
can the Government compensate drug plans, even under the Dooley
bill, for their costs if they do not have a price upon which to base
the payment. It is a real problem.

I think we need to be very careful about this. But I think there
is an opportunity here to do some very good things for beneficiaries
and for the program. Thank you.

[The prepared statement of Mr. Antos follows:]
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Mr. Chairman and Members of the Committee: Thank you for inviting me to appear before you.
I am Joseph Antos, the Wilson H. Taylor Scholar in Health Care and Retirement Policy at the
American Enterprise Institute. Iam also adjunct professor in the School of Public Health at the
University of North Carolina at Chapel Hill. I have previously served as the assistant director for
health and human resources at the Congressional Budget Office (CBO), and earlier held several
research and management positions in the Health Care Financing Administration, the precursor
to the Centers for Medicare and Medicaid Services (CMS). The views I present today are my
own and do not represent the position of the institutions with which I am associated.

The chances of hammering out an agreement on reforming Medicare and providing a
prescription drug benefit to 40 million seniors and disabled people seem to diminish every day.
Democrats maintain that the prescription drug benefit is just not good enough, while Republicans
raise the specter of program meltdown if we spend too much. Republicans see the promise of
lower cost and better performance through competing health plans, while Democrats fear that
competition will jeopardize the traditional Medicare program and harm millions of beneficiaries.

There has been growing speculation in the press that the Medicare conference will not be
able to reach a compromise and will need an exit strategy. That strategy could focus on the
needs of low-income beneficiaries—those with no prescription drug coverage, some of whom
have very high drug costs. A carefully designed drug benefit targeted on those most in need
could be a very good investment of taxpayer dollars. But such a program could be as
controversial as the bills that are currently under consideration.

Chairman Burton has developed the Medicare Safety Net Prescription Drug Act, which
provides a drug benefit to low-income beneficiaries. In broad terms, the proposal is similar to
other targeted benefit approaches. Beneficiaries would have access to discounted drug prices,
their purchases would be subsidized through a personal account accessible by a debit card, and
catastrophic insurance would be provided. The benefit would not be open to all Medicare
beneficiaries, and federal outlays would be capped. The proposal is limited to a drug benefit,
and does not include broader reform measures.

The Chairman’s proposal has several desirable features but also significant flaws that are
shared by other similar proposals. My testimony will address those design aspects and suggest
other approaches that could be more effective in reaching policy goals.

Two key points emerge. First, full consumer choice and strong competition among
health plans are necessary to assure that beneficiaries receive the best value from a Medicare
prescription drug benefit. Second, a targeted drug benefit is likely to mushroom into an
expensive entitlement within a few years through future legislative expansions. To ensure that
the Medicare program will be able to accommodate future fiscal shocks, any prescription drug
proposal should include elements that can form the basis for future reforms.

Designing a Low-Income Drug Benefit
The first principle in designing a Medicare prescription drug benefit is that someone will be

1
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unhappy, no matter what you do. The plethora of competing, and often contradictory, policy
objectives cannot all be satisfied. For example, the House and Senate bills carve a “doughnut
hole” out of the middle of the drug benefit, not because that is good policy but to keep the CBO
cost estimate down to $400 billion. This budgetary legerdemain results in a peculiar kind of
drug benefit that some have labeled unfair to the poor. However, everyone eligible for Medicare
would participate. The bills’ sponsors struck a balance between benefit generosity, budget cost,
and beneficiary participation that others would dispute. A narrower proposal like the Burton bill
shifts that balance——creating new winners and losers among beneficiaries, gaining some votes
and losing others in Congress.

1 will focus on five major design features of the Burton proposal: eligibility, benefit
structure, benefit administration and competition, the budget cap, and prescription drug
reimportation. Although the proposal contains some innovative elements, it does not stray far
from the regulatory model of traditional Medicare. Other proposals, including variants of the bill
proposed earlier this year by Congressman Cal Dooley (D-Cal.), are more promising but also fall
short of the mark.

Eligibility

More than three-quarters of Medicare beneficiaries have some prescription drug coverage (see
Table 1). Perhaps surprisingly, that is true at all income levels. Lower-income people are more
likely to have coverage through Medicaid, while higher-income people primarily have private
coverage (see Table 2).

Proposals for unrestricted eligibility for a Medicare drug benefit, such as the House bill,
would displace much of the existing coverage and substitute federal taxpayer dollars for other
funds that are now being spent. The Senate bill excludes people (the “full duals™) who are
eligible for both Medicare and full Medicaid benefits from the Medicare benefit. That reduces
federal outlays (which the Senate bill spends elsewhere), but leaves states with a growing
Hability,

A targeted benefit gives larger subsidies to low-income beneficiaries, rather than
distributing that money to everyone. The Burton proposal goes further, limiting the benefit to
those who are not eligible for any other prescription drug coverage. If it could be implemented,
that would be a stronger restriction than excluding those who are enrolled in some other drug
benefit.

1t is possible to verify the incomes of most beneficiaries through income tax forms. But
it is extremely difficult to determine if someone does not have prescription drug coverage and is
not eligible for such coverage from some source. The absence of insurance does not leave a
paper trail.
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Table 1. Prescription Drug Coverage of Medicare Beneficiaries by Poverty Level, 2000

% Of Federal Poverty Level % of Medicare Beneficiaries % With Rx Coverage
Less than 100% 24% 77%
100% to 199% 31% 75%
200% to 299% 19% 82%
300% or higher 26% 81%
All income levels 100% 79%

Note: Includes only Medicare beneficiaries living in the community.

Source: Tabulations of the Medicare Current Beneficiary Survey from Becky Briesacher,
University of Maryland.

Table 2. Sources of Prescription Drug Coverage for Medicare Beneficiaries by Poverty Level,
2000

% Of Federal Employer- Other
Poverty Level Sponsored  Medigap Medicare HMO  Medicaid  Public
Less than 100% 12% 7% 13% 42% 10%
100% to 199% 28% 12% 19% 9% 8%
200% to 299% 45% 14% 20% 2% 4%
300% or higher 49% 15% 14% 1% 4%

Note: Beneficiaries may have more than one source of coverage. Includes only Medicare
beneficiaries living in the community.

Seurce: Tabulations of the Medicare Current Beneficiary Survey from Becky Briesacher,
University of Maryland.
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Even if we could enforce such eligibility restrictions, we might not want to. Some people
may be eligible for private coverage but cannot afford to participate. Others may have limited
coverage that provides no catastrophic protection. Some people with incomes too high to qualify
for the Burton program might have high prescription drug expenses and no coverage. Future
Congresses would be tempted to loosen the eligibility limits to accommodate many of those
people, just as they would be tempted to expand benefits and fill the doughnut hole under the
Senate and House proposals.

Benefit Structure

The House and Senate bills offer traditional first-dollar coverage for prescription drugs. Aftera
modest deductible ($250 in H.R. 1 and $275 in S. 1), beneficiaries would have a significant
fraction (80 percent in H.R. 1 and 50 percent in S. 1) of their prescription drug costs paid by the
government. This is a use-it-or-lose-it benefit, and enrollees will have a powerful incentive to
use it after they’ve paid $420 or more in annual premiums.

The Burton proposal changes that incentive. Instead of first-dollar insurance coverage,
beneficiaries would be required to pay a high deductible (perhaps $3,000) before catastrophic
insurance covers their prescription drug expenses. To help them pay the deductible,
beneficiaries would be given a cash subsidy paid into individual accounts and accessible using a
debit card. Under this approach, beneficiaries would be sensitive to prescription drug costs and
still be protected financially. Beneficiaries would use their own money (from their accounts and
out-of-pocket payments) to pay for drugs until they met the deductible. Any amount left in their
accounts would roll over for use in the next year.

The drug account would not become a permanent asset for beneficiaries, however. If an
enrollee lost eligibility for the benefit or passed away, his cash balance would revert to the
Treasury. Although that may seem fiscally prudent, it undercuts the beneficiary’s incentive to
limit unnecessary spending. Beneficiaries might not be as diligent in selecting lower-cost
phammaceuticals if they felt that the account balance could be taken away at any time.

Benefit Administration and Competition

The prescription drug benefit under the Burton proposal would operate much like a Part B
benefit. That is, a division of the U.S. Department of Health and Human Services (HHS) would
determine what drugs would be covered, set their prices, certify participating pharmacies,
determine the eligibility and level of subsidy available to beneficiaries, establish the personal
drug accounts, and issue the debit card. Private entities would be contracted to handle
administrative functions and pay the bills, just as large insurance companies acting as Part B
carriers do today.

The proposal asserts that the Secretary of HHS would negotiate pharmaceutical prices,
but those negotiations would quickly become rate setting exercises similar to the way physician
fees are set. It is clear that any negotiations that did occur would be the exception rather than the
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rule. Since Medicare beneficiaries use every available pharmaceutical, that means negotiating
tens of thousands of prices for products in every dosage form, strength, and packaging. Prices
for drugs would be set in an unspecified manner the first year. Almost certainly, HHS would

establish an inflation factor that would ratchet up the entire price structure in subsequent years.

Negotiations would be necessary whenever a new drug appeared on the market. The
Secretary would be able to withhold access to any new pharmaceutical, a powerful threat that
could lead to low prices for new drugs under Medicare. However, there are bad side effects with
this policy prescription:

» Competition from generics and therapeutically similar drugs would no longer force down
prices of branded drugs under a rigid federal price structure.

o Delaying the entry of a new drug onto the federal formulary would be politically difficult
and could hurt some patients.

e If Medicare set prescription prices at very low levels, manufacturers are likely to raise
prices to private purchasers, including most people under age 65. The proposal includes
a reimportation provision, discussed below, to limit that possibility.

s The threat of a low launch price would deter the research and development of potentially
valuable or life-saving drugs, particularly those that treat illnesses associated with older

age groups.

The budget savings from top-down regulation are immediate and seductive. But the
consequences of such an approach are long-term and serious, discouraging the research and
development that could lead to more effective and potentially cost-saving drug therapies. Even
in the near term, lower prices for Medicare could mean higher prices for everyone else.

A competitive approach can strike a better balance between lowering prices and
promoting innovation. This is the conceptual basis of the House prescription drug provisions,
and it relies on the proven ability of competing private plans to negotiate substantial discounts
and manage the cost of the benefit.

If private drug plans are placed at risk for the cost of providing prescription drugs to their
Medicare enrollees, they have a strong incentive to limit cost growth. The plans can act on that
incentive if they are given the flexibility to manage the benefit aggressively. With a wide choice
of plans, beneficiaries will be able to select a plan that meets their needs—-and change plans if
they are dissatisfied.

A number of proposals, including the Medicare Rx Now Act proposed this year by
Congressman Dooley and the Medicare Rx Drug Discount and Security Act proposed last year
by Senator Chuck Hagel (R-Neb.), rely on private plans to deliver a benefit structured like that of
Chairman Burton’s bill. The earlier proposals would make drug benefits available to all
Medicare beneficiaries, rather than targeting those with low incomes. They merit discussion
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because they use a modified form of plan competition.

The Dooley and Hagel bills would offer the new benefit through many competing plans,
but those plans would not be liable for excess costs for beneficiaries who exceed the catastrophic
spending limit. Instead, the federal government would pay all costs of catastrophic coverage on
a fee-for-service basis.

Although that might seem to be a reasonable split of private and federal responsibilities,
such an approach is a short step from the situation posed by the Burton bill. The federal
government could pay whatever each plan asked, but then some plans would be paid more than
others for the same prescription drug purchases. To prevent unfairness and potential fraud, HHS
would probably establish a federal price list for all pharmaceuticals. Reimbursement based on
federal, rather than actual, prices would potentially ignore real cost differences faced by the
private plans. The likely result would be an increasingly complex pricing system, as the price
schedule is modified to take account of special circumstances. If federal prices lagged behind
actual prices (likely if Congress faces budget pressures and holds down Medicare
reimbursements), private plans would drop out of the program and the demand for a fully
federalized system might be irresistible to policymakers.

An alternative approach would solve many of the problems posed by proposals like the
Dooley bill. First, the restrictions on how private plans could manage their drug benefit should
be relaxed. The Dooley bill assumes that many kinds of plans would participate, including
employer-sponsored retiree plans. However, the regulatory requirements imposed on such plans
would force such plans to revamp their benefits and methods of operation, making participation
in Medicare impractical at best. Second, plans should be placed at financial risk for the
catastrophic insurance benefit. To assure a stable system and encourage plan participation, a
national reinsurance pool run by the participating plans could be organized for all Medicare drug
plans. Such a pool would spread excess costs among all beneficiaries, eliminating the incentive
to avoid enrolling sicker seniors. Premiums would include the cost of those high expenses
averaged over all Medicare beneficiaries. That would protect private plans from the problems of
adverse selection and provide greater incentive for plans to participate in the program. This
arrangement would offer the advantages of a national risk pool without the threat of price
controls and limits on beneficiary choice posed by fully federalized benefits.

Budget Cap

The prescription drug benefits proposed in the House and Senate bills are open-ended
entitlements and are likely to cost far more than $400 billion by 2013. CBO has produced its
best estimate of federal outlays, but the likelihood of higher spending is greater than the reverse.
Moreover, political pressure to fill the doughnut hole in the benefit is likely to be irresistible, and
future benefit expansions could easily double the level of actual outlays.

The Burton proposal includes a hard cap on spending in the hope of preventing higher
outlays resulting from either estimating errors or legislative action. If spending was projected to
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exceed the cap, the Secretary would increase the catastrophic coverage threshold or reduce the
federal subsidies provided through the prescription drug accounts.

Spending caps do not work. Nothing can prevent a future Congress from changing the
law and wiping out the cap. If the cap was binding, that would reduce the value of the drug
benefit to low-income people—a difficult situation to sustain politically, particularly if further
reductions would be necessary year after year.

Medicare currently has a spending cap on physician payments called the sustainable
growth rate. If physician spending rises above that growth rate, fees are to be reduced.
In 2002, Medicare reduced physician fees by 5.4 percent across the board. That caused a
reduction in access to physician services in some parts of the country and complaints from
doctors everywhere. A further reduction was scheduled for 2003. In February, Congress
modified the payment formula to give physicians an increase, and there is substantial sentiment
for additional relief in future years.

This is a clear case in point. The sustainable growth rate was popular only when it was
not acted upon. We can expect no more from a spending cap on prescription drugs. Rather than
trying to control spending with caps, we should design a program that gives beneficiaries more
control—and more personal responsibility—over their health care. Personal accounts and high
deductible insurance provide some incentive for prudent purchasing, but other restrictions in the
Burton bill limit their impact. More plan options and effective competition are needed if we
expect to limit spending without limiting the value of the benefit.

Reimportation

The Burton bill would apply additional pressure on the pharmacentical industry by authorizing
the importing of drugs (often called reimportation). Importers who resell the drugs would be
responsible for ensuring that the imported products are genuine and safe. This provision is
intended to lower prices of drugs in the market generally, not just those dispensed under
Medicare.

Supporters of a reimportation provision point out that U.S. residents pay the highest drug
prices in the world, exceeding the prices found in Germany, France, and other developed
countries. Those countries threaten to produce their own versions of branded drugs
(“compulsory licensing”) unless pharmaceutical manufacturers agree to sell products at very low
prices. Since the cost of developing a drug is very high (perhaps as high as $800 million) and the
cost of manufacturing it is usually fairly low, manufacturers are ahead in the short term as long
as their costs of production are covered. Such prices would not compensate for the huge costs of
research and development required to get a new drug to market, thus discouraging future
research.

The U.S. government also negotiates low prices for prescription drugs, but those prices
apply only to federal programs such as the Veterans Affairs health program. Reimportation is an
indirect way of establishing price controls in the U.S. for all pharmaceuticals sold in all markets.
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The problems with price controls were discussed above, and those comments apply in full
to reimportation. The likely impact of reimportation may be disappointingly small, however.
Middlemen are likely to absorb most of the price reduction that might be possible by importing
drugs at a lower price. People with employer-sponsored health plans are unlikely to see
reductions in their drug costs because such plans typically have multi-tiered copayment systems,
and savings that might occur are likely to be retained by the employer. People without drug
coverage stand to benefit more, but even in this case we should expect to see an uneven pattern
of discounts rather than across-the-board reductions of any significant magnitude.

Conclusion

A targeted low-income benefit could be a feasible alternative if the Medicare conference stalls.
Such a benefit would avoid displacing the good coverage that many beneficiaries now have and
are fearful of losing. It could provide important financial support for people who need help the
most—those with a limited ability to pay for their prescription drugs, those with high drug costs,
those without insurance coverage. Combining a discount card, a cash subsidy in a personal
account, and catastrophic insurance would provide some of the elements for a sensible benefit
for millions of seniors.

It would be a mistake to create even a limited Medicare drug benefit that repeats the
mistakes of the past. Attempts to limit federal cost by overall spending caps, price controls, and
restrictions on beneficiaries and providers lead to worse health outcomes, and at best have only a
temporary ability to hold down spending. Competition among drug plans, with flexibility to
design their benefits and negotiate their best prices, will lead to more effective cost control.
Proposals that give beneficiaries more purchasing power and more choice will result in better
value and provide the basis for future improvements in the Medicare program.
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Mr. BURTON. We have two votes on the floor. So I will be back
in just a few minutes.

We stand in recess.

[Recess.]

Mr. BURTON. The subcommittee will be in session.

Let me start off by asking a general question. A number of you
mentioned that you thought that there was going to be a problem
with cost containment over the long term, putting caps on. Do you
not think, and any of you can answer this, do you not think that
if we went with medical savings accounts where people were hav-
ing the money put into their account, people would husband that
money very well, most of them, and would not spend it unless they
really felt like they had to, and they would decide what product
they should buy, what prescription they should buy, and shop
around, which would have a dilatory effect on overall spending and
could keep us within the caps? I think what you said was that the
caps eventually were going to be breached. You do not think that
even ?With the medical savings account we could keep control of the
costs?

Mr. ANTOS. I do not think it is the seniors. Seniors are well
known for watching how they spend their money. So I agree with
you, I think an MSA-type of an approach makes a lot more sense
than first dollar coverage. What I was really pointing to was future
Congresses will have a hard time resisting the temptation to sub-
stantially expand the scope of the benefit in terms of who is eligible
and in terms of the generosity of the subsidy. I think that is where
the caps fall down. I really think that is the history that we have
seen with, for example, the Gramm-Rudman-Hollings overall budg-
et cap. I believe that what really happened was that spending pri-
orities took over from deficit reduction priorities. And I really think
that we would see a similar sort of situation in the Medicare pro-
gram as well. But as far as the behavioral implications of giving
people money that is theirs to spend, I think that is a very power-
ful incentive and it works the right way.

Mr. BURTON. That is probably one of the best cost containment
tools we could use. And we could also use that in Medicare in gen-
eral. I know you guys are all in favor of Medicare reform, complete
Medicare reform, and this being a part of that. But the fact is we
are not going to get to that enchilada this time. They are having
enough trouble with just a prescription drug benefit and I do not
see us doing any major revision.

Mr. MiLLER. Mr. Chairman, if I may?

Mr. BURTON. Yes.

Mr. MILLER. We have a medical savings account plan at CATO
Institute, so we are quite familiar with how it operates. But it
would operate a little differently than what would be this targeted
MSA account for just spending on drug benefits. Let us remember
what the real MSA works like. It means that if you save your
money, you actually get to get it back or keep it and use it for other
things. You can pass it on to your heirs, eventually you can receive
it as income, you can spend it on other types of health care. This
is much more targeted so you already have an ingrained require-
ment that you better spend it on drugs. It is good that it stretches
it beyond the 1-year use it or lose it perspective, so that gets you
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part of the way. And even with the MSA account, you are still talk-
ing about most of the drug spending being at the catastrophic level.
And since we are talking about structuring, this is in your bill a
Government defined catastrophic benefit largely delivered through
secondary administrators of what is, in effect, Government control.
You are not getting the dynamics of the type of private sector vari-
ety which makes people be sensitive to those costs at the upper end
as well as at the lower end.

Mr. BURTON. Well how would you change that?

Mr. MiLLER. Well, if our hands are tied behind our backs with-
out, in effect, reforming the rest of the Medicare program, I would
say the first way you would change it is kind of have all the bene-
fits on the table. So that is the reason why it is like you are in a
box, you cannot do this, and that is why you are kind of doing it
awkwardly.

A couple of points. One would be, if people are financially needy,
if you want to determine that, you should give them money and let
them determine what they need to spend their money on. They
might need to spend their money on other types of health care,
they might need some food, they might need some shelter. If they
are over 65, they have other needs than just drug benefits. Let
them decide that that cash you gave, because they are income
needy, that cash is necessary for drug benefits. Give them the ne-
gotiated prices through private sector negotiators so they are not
paying list prices, but they may determine they have a different set
of priorities than what everyone else has determined you must
spend it on prescription drugs regardless of anything else. Why not
allow them to decide where they need to spend their money.

Mr. BURTON. You are preaching to the choir. I am with you 100
percent. I would like to go to medical savings accounts for every-
body with government participation setting some parameters on
them so that we could get control of the overall spending. Right
now if somebody goes to the doctor and he says it is covered under
your insurance or under Medicare, they say OK. But if it were
their money, they would not do that. They would say do I really
need to spend this. So, yes, I am for that. But as I said earlier, this
is not likely to happen because we are having enough difficulty
with this one facet right now.

One of the things that we have been working on, and I know that
you all disagree with, is the reimportation of pharmaceutical prod-
ucts. I think a couple of you alluded to that in your remarks and
indicated that there would be less research and development if you
forced the pharmaceutical companies and the Government to allow
for reimportation. I would just like to ask you a question. How do
you explain to a senior citizen right now who lives in Minnesota,
Indiana, Michigan, up along the border there, who have been buy-
ing their pharmaceuticals through the Internet, how do you explain
to them why a product costs one-third in Canada what it does in
the United States and why they should not buy it up there? It is
OK to say, sure, research and development costs, and advertising
costs, and everything else, and we are paying for that down here.
But how do you tell them when they are dying of cancer and they
need Tomoxifin, how do you tell them they have to pay five or six



50

times as much for it when they live on one side of the border than
the other? Give me an answer to that one.

Mr. ANTOS. Of course, there is no good answer for that, Mr.
Chairman.

Mr. BURTON. There is no answer.

Mr. ANTOS. But let me make the point that the real problem that
we have is the usual myopia that everybody has—you can see what
is in front of you, you cannot see what is ahead. In this case, it
is a particularly serious and disturbing kind of a situation. What
we can see in front of us is we have this product, Tomoxifin, we
see the prices—you are more familiar with the prices of this drug
than I am—and it is easy to make the comparison and say why am
I paying more than somebody else. What we cannot see is the drug
that does not exist now that pharmaceutical companies are work-
ing on now that they can turn around on a dime and decide it is
not worth putting any more money into the development of that
drug. So what we will not be able to see, because it will be the ab-
sence of something, we will not be able to see the real consequences
in a way that the average person would say, oh, yes, that is right,
we could have had drug X but it did not come down the road.

Mr. BURTON. I am for research and development. I am for the
taxpayers paying for some research and development, as we have
been doing to a large degree through HHS. We have been paying
for an awful lot of this R&D and we have been giving all kinds of
tax breaks. For instance, some of the pharmaceutical companies get
all of the payroll that they expend in Puerto Rico deducted from
their taxes under the 936 program simply because they are provid-
ing employment. The problem is they hire somebody and they work
for them for 10 years and they get that salary written off year after
year after year; it saves them millions of dollars. So there is a lot
of benefits that they accrue that is not readily apparent.

What I would like to see is them spread the cost of R&D and ad-
vertising and everything else out in other areas, not just on the
United States. Then the argument comes back, and I would like
you to respond to it because you are the learned people, the argu-
ment comes back that, well, there are cost controls and price con-
trols and there are negotiated prices in these other countries. Well,
that is true to a degree. They use parallel pricing in Europe where
they go across the border and get the best price and their costs are
much lower as well. But if we really believe in free trade and free
enterprise, why should we exempt pharmaceuticals alone. We im-
port meat, we import fruits, we import vegetables, we import every
other thing you could think of from Central and South America,
from Mexico and Canada, but we cannot do it with things that save
people’s lives.

Now I understand what you are saying about the research and
development. But why should Americans bear all that cost and why
should it not be spread out among the others?

Mr. ANTOS. I think that is a very fair question. I think that is
a question on the minds of most Americans today. And there is no
easy answer to this. Clearly, the pharmaceutical companies could
choose, in theory, to not sell one of their big products to a Germany
or an England or a Canada. They could choose to do that as a way
of giving those countries the strong message that we cannot sell at
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that price any more. That would have been a great strategy on in-
troduction, by the way. It is a much harder strategy if you have
been selling the stuff for 5 years. But nonetheless, yes, it would be
great if they would do that if they did not have an additional
threat, and the threat is that at least some countries are well
equipped to simply take over the published information about how
to produce the drug. It is very simple to do.

Mr. BURTON. And go to generic and break the trade restrictions?

Mr. ANTOS. Yes. That is right. So if we view this as a trade issue,
then the interesting question is where is the U.S. Government in
all of this.

Mr. BURTON. Well we have the World Trade Organization,
GATT, we have NAFTA, all these things that would be violated
and there would be all kinds of litigation I am sure. And that is
one of the things that maybe we are going to have to deal with be-
cause you cannot load all these profits and costs on the back of one
segment of society.

One of the things that bothered me, and I do not want to lecture
you guys because you are the experts and you work on this all the
time, was when we had loans that we gave to Latin America and
other parts of the world and they defaulted on those loans, and
they had a very good interest rate, the banks were losing their
shirts and it was never said to the American people you are going
to pick up those costs with higher interest rates. But we did. The
interest rates went up, the banks got well, the South American
countries did not have to pay for their losses, we wrote those off
and we wrote them off in other parts of the world, and the Amer-
ican people paid for it. There has to be a limit to that. And when
you are talking about people’s health, there has to be some balance.
And the Think Tanks, like you folks, I would hope would try to
come up with some kind of a solution. I have talked to a number
of the pharmaceutical companies and some of their CEOs and said
let us sit down together and try to work this out, let us find some
solution. It is a Gordian knot, no doubt, but it is something that
we need to sit down and try to work out so that the Americans are
getting as close as possible a fair price for the products they are
buying.

Did you have a comment?

Mr. HAISLMAIER. Mr. Chairman, if I could just make one com-
ment. I certainly would agree with my colleagues on this, the best
way to think of this really is that it is not a problem so much with
the pharmaceutical companies because they are dealing with what
is dealt them in many ways, it is a problem with other countries
in effect cost-shifting their health system’s cost onto us. You may
recall the arguments a number of years ago about whether the pri-
vate sector was cost-shifting to Medicare back in the 1970’s, and
then in the 1980°’s we had the argument that by putting on all
these price controls in Medicare that Medicare was shifting costs
onto the private sector. Well that is what is going on, it is just
going on on a global scale. And specifically, it is not the majority
of co